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Flexibility, and Comparability Effects
By Dahli Gray
Does the Functional Currency Con­
cept (FCC) contradict the unit of 
measure principle? FCC approaches 
the unit of measure accounting princi­
ple from a new angle. The approach 
is new yet compatible with existing 
principles and concepts. The single 
unit of measure is generally thought of 
as the dollar. The dollar is not the 
single unit of measure for financial ac­
counting, especially with the advent of 
Financial Accounting Standard No. 52 
(FAS 52) “Foreign Currency Transla­
tion’’ issued December 1981. FAS 52 
introduces the FCC as a method of 
measuring economic performance us­
ing the currency of the environment in 
which an entity primarily generates 
and expends cash. This currency is not 
necessarily the dollar.
The FCC is of interest to accoun­
tants, auditors, and financial managers 
in both the private and public sectors 
because United States (U.S.) based 
operations now extend into interna­
tional markets and production centers. 
This paper presents a brief historical 
background to the FCC, then ex­
amines the FCC relative to the 
Accounting Principles Board (APB) 
Statement No. 4 and the Financial Ac­
counting Standards Board (FASB) 
Conceptual Framework. Also ex­
plained are when and how the FCC af­
fects financial statements. To illustrate 
the FCC’s impact, two major interna­
tional corporations (duPont and ITT) 
are compared as to how they imple­
ment the FCC. The inconsistent appli­
cation choices of ITT and duPont 
highlight the author’s major criticism of 
the FCC.
Theoretically, FCC is appropriate 
and reasonable. But practical applica­
tion of FCC is resulting in decreased 
usefulness of multinational financial 
statements for decision-making 
purposes.
Unit of Measure Concept
The FCC is thought by some to 
violate the Unit-of-Measure Concept 
(UMC) and they are right if the UMC 
is defined in terms of the United States 
dollar. The U.S. dollar is the traditional 
unit of measure. But the U.S. dollar is 
only the unit of measure in the U.S., 
not the unit of measure for the entire 
world. It is myopic and unnecessarily 
nationalistic to foist or impose the U.S. 
measurement unit on the rest of the 
world.
One purpose of this paper is to 
clarify the validity of the FCC and to 
clearly show that the FCC is in accord 
with Generally Accepted Accounting 
Principles (GAAP) even though it flies 
in the face of the UMC as typically 
thought of in financial statements prior 
to 1982.
Those who find the FCC offensive 
and feel it violates GAAP will be re­
assured and convinced by this paper 
that the FCC is acceptable and con­
forms with GAAP. They will also have 
their feelings of discomfort with the 
FCC increased by noting the incon­
sistent implementation practices of 
multinational firms.
FCC Background
Foreign currency exchange began 
when people started to travel and trade 
beyond local borders. Post World War 
I but pre-World War II, the accounting 
profession first recommended how to 
measure foreign currency based ac­
tivities (See Table 1). Since 1931, 
accounting professionals examined, 
considered, and reconsidered how to 
measure and report foreign activities.
Spurred on by major devaluations of 
the dollar in 1973, the oil crisis along 
with high inflation, recession, interna­
tional payments imbalances, and a 
floating exchange rate system, the 
FASB issued Statement No. 1 “Dis­
closure of Foreign Currency Transla­
tion Information’’ and marked the 
continued controversy of foreign cur­
rency translation measurement. From 
this controversy emerged FASB State­
ment No. 8 and its Interpretations No. 
15 and 17. They were superseded, 
along with previous recommendations 
(See Table 1) when FAS 52 was issued 
in December 1981.
The problems associated with 
foreign currency rates continue. Infla­
tion and other factors cause the inter­
national exchange rates to fluctuate 
resulting in both realized and unre­
alized exchange gains and losses. 
Meanwhile, the accounting profes­
sion’s measurement concepts address 
professional goals, community needs, 
and foreign currency translation 
problems.
FCC and APB Statement No. 4
APB Statement No. 4 “Generally 
Accepted Accounting Principles— 
Pervasive Principles” issued in 1970 
is the substantial authoritative state­
ment on GAAP. Chapter 2 of APB No. 
4 states that the basic features, such 
as measurement in terms of money, of 
financial accounting are determined by 
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Francs, pesos, lire, marks, 
yen and rubles all compete 
with the dollar for recognition.
the characteristics of the environment 
in which financial accounting operates. 
Environment is not narrowly defined as 
only the U.S., nor is money specifical­
ly defined as only the U.S. dollar. 
Money can be defined as any coin or 
currency.
The ideas in Chapter 2 are sup­
ported in Chapter 3 of APB No. 4, 
which states that: (1) Comparison and 
evaluation of diverse economic ac­
tivities are facilitated by measurement 
of enterprises’ resources and obliga­
tions and the events that change them. 
The terms measurement and valuation 
are often used interchangeably in ac­
counting to mean simply the quan­
tification of resources, obligations, and 
changes in them in money terms. (2) 
The effects of economic activities are 
measured in terms of money in a 
monetary economy. Money measure­
ments are used to relate economic ac­
tivities that use diverse types of 
resources to produce diverse types of 
products and services. (3) Resources 
are measured in terms of money 
through money prices, which are ratios 
at which money and other resources 
are or may be exchanged.
Again money is not defined as only 
the U.S. dollar, nor is the monetary 
economy specifically identified as the 
U.S. economy. Chapter 5 of APB No. 
4 reaffirms this position with 
statements such as: (1) Financial ac­
counting measures monetary at­
tributes of economic resources and 
obligations and changes in them. The 
unit of measure is identified in the 
financial statements. (2) Measurement 
in terms of money is based primarily 
on exchange prices.
Chapter 6 of APB No. 4 finally refers 
to the U.S. economy and dollar. It 
states that: (1) In the United States, the 
U.S. dollar fulfills the function of 
medium of exchange, unit of account­
ing, and store of value. It provides the 
unit of measure for financial account­
ing. Stating assets and liabilities and 
changes in them in terms of a common 
financial denominator is prerequisite to 
performing the operations—for exam­
ple, addition and subtraction—neces­
sary to measure financial positions and 
periodic net income. (2) The U.S. dollar 
is the unit of measure in financial ac­
counting in the United States. (3) The 
basic effect of the unit of measure prin­
ciple is that financial accounting mea­
sures are in terms of numbers of 
dollars.
Though these statements appear to 
define the unit of measure as only the 
U.S. dollar, they do not. They are 
followed by statements such as: (1) 
The pervasive measurement principles 
are largely practical responses to prob­
lems of measurement in financial ac­
counting and do not provide results 
that are considered satisfactory in all 
circumstances. Certain widely adopted 
conventions modify the application of 
the pervasive measurement principles. 
These modifying conventions have 
evolved to deal with some of the most 
difficult and controversial problem 
areas in financial accounting. They are 
applied because rigid adherence to the 
pervasive measurement principles (a) 
sometimes produces results that are 
not considered to be desirable, (b) may 
exclude from financial statements 
some events that are considered to be 
important, or (c) may be impractical in 
certain circumstances. (2) Sometimes 
strict adherence to the pervasive 
measurement principles produces 
results that are considered by the ac­
counting profession as a whole to be 
unreasonable in the circumstances or 
possibly misleading. Accountants ap­
proach their task with a background 
of knowledge and experience. The per­
spective provided by this background 
is used as the basis for modifying ac­
counting treatments when strict appli­
cation of the pervasive measurement 
principles yield results that do not ap­
pear reasonable to the profession as 
a whole.
Clearly, the U.S. dollar is only one 
possible unit of measure in our world 
economy. The FCC fits within the 
GAAP as prescribed and described in 
APB No. 4.
FASB Conceptual Framework 
and FCC
Since APB No. 4 was issued in 
1970, the FASB replaced the APB and 
changed some of the APB pronounce­
ments. But the unit of measure princi­
ple is still intact as discussed in APB 
No. 4.
FCC does not contradict APB No. 4 
and as the FASB’s Conceptual 
Statements do not address the unit of 
measure principle, APB No. 4 con­
tinues as the authoritative statement. 
In 1978, the FASB issued Statement 
of Financial Accounting Concepts No. 
1 “Objectives of Financial Reporting 
by Business Enterprises.’’ Although it 
provides guidance on GAAP, it 
specifically states in paragraph 2 and 
related footnote 7 that: (1) this State­
ment contains no conclusions about 
matters such as the unit of measure to 
be used. (2) Questions of measure­
ment scale and unit of measure are 
beyond the scope of this Statement.
Statements of Financial Accounting 
Concepts No. 2 and No. 4 do not ad­
dress the unit of measure principle. 
Statement of Financial Accounting 
Concepts No. 3 “Elements of Finan­
cial Statements of Business Enter­
prises” issued in 1980, states at 
paragraph 16 that all matters of mea­
surement have purposely been sepa­
rated from the definitions of the 
elements of financial statements in 
the FASB’s conceptual framework 
project. The definitions in this State­
ment are concerned with the essential 
characteristics of elements of financial 
statements. Other phases of the con­
ceptual framework project are con­
cerned with questions such as which 
unit of measure should be used.
No final or official FASB conceptual 
or other type of statement concerned 
with the question of unit of measure 
has been issued. For now, APB No. 4 
is the definitive base for unit of 
measure decisions. The FCC is com­
patible with the definitive base found 
in APB No. 4. This compatibility is sup­
ported by the FASB conceptual 
framework.
FCC Defined
Per FAS 52, an entity’s functional 
currency is the currency of the primary 
economic environment in which it does 
business; normally, that is the currency 
of the environment in which an entity 
primarily generates and expends cash. 
Because the functional currency is the 
foundation of FAS 52, careful attention 
should be given to its selection. Six in­
dicators of functional currency are 
described in FAS 52. These indicators 
are listed in Table 2.
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TABLE 2 TRANSLATION PROCESS
Start
Yes No the FC 
the U.S. 
dollar?




Remeasure elements of FS in FC using modified Temporal Method 
• Gain or loss from remeasurement included






Once the functional currency is iden­
tified, then the financial statements are 
remeasured in the functional currency 
if they are not already in the functional 
currency. The functional currency de­
cision controls the translation method. 
This is why it is critical that the func­
tional currency be carefully deter­
mined. If the functional currency of a 
foreign subsidiary is the U.S. dollar 
when the Book of Record currency is 
not the dollar, then the Temporal 
Method of translation is used in the 
remeasurement process. In this case, 
once the books are remeasured in the 
U.S. dollar, there is no need to trans­
late via the Current Rate Method or 
any method. If the functional currency
Yes







Translate to U.S. dollar using the 
Current Rate Method
• Translation gain or loss 
included in Owners Equity
End
of a foreign subsidiary is not the U.S. 
dollar, then once the financial state­
ments are measured in the functional 
currency they are translated by using 
the Current Rate Method (See Table 
2 above).
The idea of measuring a foreign sub­
sidiary’s financial statements in accord 
with GAAP using the currency of the 
primary economic environment is 
called the Functional Currency Con­
cept (FCC). It is also sometimes called 
the Functional Currency Theory. 
Theory or concept, it marks a change 
in accounting practice. Though not re­
quired by GAAP, prior to FAS 52 re­
measurement of foreign subsidiaries 
was done with the U.S. dollar exclu­
sively. Now in preparation for consoli­
dating financial statements, a foreign 
subsidiary’s economic performance is 
measured with the currency of the en­
vironment in which it does business. 
This currency might be the U.S. dollar, 
or it might not. Whichever functional 
currency is selected does effect the 




Remeasurement is a process of 
measuring in a functional currency 
the elements of financial statements 
that are stated or denominated in a 
currency other than the functional 
currency. Translation is a process of 
presenting functional currency mea­
surements in a reporting currency. The 
reporting currency of the U.S. based 
consolidated financial statements is 
the dollar.
With the emergence of the FCC, the 
measurement currency can be dif­
ferent from the reporting currency. As 
Table 2 indicates, the measurement 
currency (FCC) determines the pro­
cess of translation. If the U.S. dollar is 
the FCC but the Books of Record are 
not kept in U.S. dollars, then the 
modified Temporal Method of transla­
tion is used to remeasure the financial 
statements in the functional currency. 
The Temporal Method is described 
and was required by Financial Ac­
counting Standard No. 8 (FAS 8) “Ac­
counting for the Translation of Foreign 
Currency Transactions and Foreign 
Currency Financial Statements’’ 
issued in 1975. FAS 52 modified the 
Temporal Method described in FAS 8 
and its related Interpretations (See 
Table 1). FAS 52 requires that deferred 
taxes and unamortized policy acquisi­
tion costs for life insurance companies 
be translated at current rates where as 
historical rates were required under 
FAS 8. If the functional currency is not 
the U.S. dollar, then after the remea­
surement process is complete, the 
financial statements are translated via 
the Current Rate Method to the report­
ing currency, which is the U.S. dollar. 
When the functional currency is the 
U.S. dollar and the Books of Record 
are not kept in U.S. dollars, then the 
remeasurement process is also the 
translation process. The remeasure­
ment is in accord with the Temporal 
Method, so one can conclude that the 
financial statements in this cir­
cumstance are both remeasured and 
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Adjust the Financial Statements (FS) to U.S. GAAP
Determine the Functional Currency (FC) per indicators:
• Intercompany transactions & arrangements • Finance
• Cash flow • Expenses
• Sales Market • Sales price
Are 
the Books 
^of Record in accord 
with U.S. 
 gaap?
translated by the Temporal Method.
It is possible for one entity to have 
three different basic types of currency. 
They are: (1) Book of Record Cur­
rency, (2) Functional currency used for 
remeasurement and, when the Book of 
Record currency is the foreign cur­
rency and the functional currency is the 
U.S. dollar, for translation via the 
modified Temporal Method, (3) Report­
ing Currency, which is always the U.S. 
dollar.
For the U.S. based parent company 
or subsidiary, all three currency types 
are the U.S. dollar. A foreign sub­
sidiary in Mexico uses the Mexican 
peso for the Book of Record currency, 
the U.S. dollar for the functional cur­
rency and Reporting currency. The 
Mexican economy is considered highly 
inflationary, therefore the functional 
currency must be the U.S. dollar (See 
Table 2). These are just two of many 
possible examples.
ITT and duPont
Does the FCC of FAS 52 change 
reported earnings per share? Yes, 
because when the FCC is anything 
other than the U.S. dollar translation 
gains and losses are recorded directly 
in the Owners’ Equity section of the 
Balance Sheet instead of being a com­
ponent of the Income Statement. To 
examine the impact of the FCC on 
earnings per share see Table 3, which 
presents comparative information 
regarding International Telephone and 
Telegraph Corporation (ITT).
The difference for 1981 in reported 
earnings per share is dramatic. Instead 
of reporting a 45 percent decrease in 
per share adjusted Net Income using 
FAS 8, by using the FCC under FAS 
52, a 3 percent increase is reported. 
The net change in reported per share 
adjusted Net Income is 48 percent. 
This near 50 percent change in 
reported results is due only to a 
change in accounting practice. The 
change helps explain why ITT volun­
tarily implemented FAS 52 two years 
before required. Now ITT earnings 
trend appears stable and positive 
whereas under FAS 8 it appears erratic 
and for 1981 a decrease of 45 percent 
in earnings per share results.
In an address before the National 
Association of Accountants (NAA) on 
March 16, 1982 as part of a conference 
on FAS 52, Raymond H. Alleman, Vice 
President and Deputy Comptroller of 
ITT, supported FAS 52. He said that
TABLE 3
FCC Impact on Earnings Per Share For ITT
Year
FAS 52 FAS 8
Adjusted 









1981 $694,645 $4.70 3% $453,040 $3.05 (45%)
1980 668,353 4.57 9% 804,226 5.50 11%)
1979 606,587 4.21 703,093 4.95
SOURCE: International Telephone & Telegraph Corporation, 1981 Annual Report (New York: 
International Telephone & Telegraph Corporation, 1982) :24.
long-term economic and earnings 
trends are better reflected in the In­
come Statement without foreign cur­
rency translation gains and losses be­
ing included. He states that the Income 
Statement should measure economic 
performance and provide information 
for decision making. He adds that 
foreign currency translation gains and 
losses distort this information if in­
cluded in the Income Statement.
Mr. Alleman’s opinion is not held by 
all corporate leaders. In fact, not all of 
the FASB members agree that FAS 52 
is the answer to the foreign currency 
translation issue. FAS 52 only became 
an official accounting standard by a 4 
to 3 vote by the FASB.
At the NAA conference of March 16, 
Stanley R. Wojciechowski, Manager of 
Accounting-International for E. I. du­
Pont de Nemours & Co. (duPont), sup­
ported the dissenting views of FAS 52. 
He stated that duPont executives do 
not believe the new translation method 
will provide information to help in­
vestors, creditors, and others assess 
the amounts, timing, and uncertainty 
of prospective net cash inflows to the 
related enterprise. Also they believe 
that the Current Rate Method gives off 
false and misleading signals about the 
U.S. dollar cash flows and it therefore 
fails to meet the basic objective of 
financial reporting.
Needless to say, duPont is deferring 
implementation of FAS 52 until 1983 
when it is required to be implemented. 
Even then, duPont will define its 
foreign subsidiary functional curren­
cies to be the U.S. dollar. They can do 
this because definition of the functional 
currency is subject to managerial judg­
ment. In this way, duPont will continue 
to follow the essence of FAS 8 and 
avoid the Current Rate Method pre­
scribed by FAS 52.
What does this mean for decision 
makers who use ITT and duPont finan­
cial statements? ITT restated their five 
year summary and is presenting 1981 
results under FAS 52 using the FCC 
to report translation gains and losses 
in the Owners’ Equity section of the 
Balance Sheet instead as a compon­
ent of the Income Statement. DuPont 
is presenting 1981 results under FAS 
8, thereby reporting translation gains 
and losses as a component of the In­
come Statement. DuPont will imple­
ment FAS 52 in 1983. A two year time 
lag exists between the implementation 
dates for these international corpora­
tions that compete in many of the 
same financial markets. Implementa­
tion differences decrease comparabil­
ity of ITT and duPont financial state­
ments, thereby decreasing the useful­
ness of the information to decision 
makers.
This is a good example of what the 
FASB notes in paragraph 16 of the 
Statement of Financial Accounting 
Concepts No. 2 “Qualitative Charac­
teristics of Accounting Information’’ 
issued in 1980. It states that left 
to themselves, business enterprises, 
even in the same industry, would prob­
ably choose to adopt different report­
ing methods for similar circumstances. 
The paragraph goes on to say that the 
public is naturally skeptical about the 
reliability of financial reporting if two 
enterprises account differently for the 
same economic phenomena.
It appears that ITT and duPont are 
accounting differently for the same 
economic phenomena—translation
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TABLE 1
Summary of Official Financial Recommendations and Standards 
Regarding Accounting for Foreign Currency Translation
1931 American Institute of Certified Public Accountants (AICPA) issued a 
recommendation wherein the Current/Noncurrent translation method was 
“recommended” but not required.”
1953 AICPA issued Accounting Research Bulletin (ARB) No. 43, which 
recommended in Chapter 12 “Foreign Operations and Foreign Exchange” 
that the Current/Noncurrent translation method be used.
1961 Accounting Principles Board (APB) issued Opinion No. 6 “Status of 
Accounting Research Bulletins” wherein paragraph 18 recommended the 
Current/Noncurrent translation method.
1973 Financial Accounting Standards Board (FASB) issued Statement No. 1 
Disclosure of Foreign Currency Translation Information requiring information 
concerning a company’s translation practices be disclosed.
1975 FASB issued Statement No. 8 Accounting for the Translation of Foreign 
Currency Transactions and Foreign Currency Financial Statements that 
required the use of the Temporal translation method.
1976 FASB issued Interpretation No. 15 Translation of Unamortized Policy 
Acquisition Costs by a Stock Life Insurance Company an interpretation of 
FASB Statement No. 8.
1977 FASB issued Interpretation No. 17 Applying the Lower of Cost or Market 
Rule in Translated Financial Statements an interpretation of FASB 
Statement No. 8.
1981 FASB issued Statement No. 52 Foreign Currency Translation that 
superceded all of the aforementioned items.
1981 FASB issued Exposure Draft entitled Financial Reporting and Changing 
Prices: Foreign Currency Translation an amendment of FASB Statement 
No. 33.
1982 FASB issued revision of Exposure Draft above.
gains and losses. But FAS 52 sug­
gests that what appear to be similar 
economic phenomena in regard to 
foreign currency based measurement 
are indeed different and justify differ­
ent accounting treatment. The FCC is 
believed to increase the relevance 
of reports without decreasing 
comparability.
In the meantime, accountants, audi­
tors, and financial managers must 
carefully consider the FCC as it can im­
pact financial policies. Those who use 
foreign currency hedging practices as 
a means to cover financial, accounting, 
and economic exposure may change 
their foreign exchange policies.
John K. Shank, Jesse F. Dillard, and 
Richard J. Murdock in the Financial 
Executives Institute’s 1979 research 
publication “Assessing the Economic 
Impact of FASB No. 8” indicate that 
FAS 8 resulted in significant changes 
in financial management practices. 
Preceding the Financial Executives In­
stitute’s research report, the FASB 
published in 1978 “The Impact of 
Statement of Financial Accounting 
Standards No. 8 on the Foreign Ex­
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change Risk Management Practices of 
American Multinationals: An Economic 
Impact Study’’ written by Thomas G. 
Evans, William R. Folks, Jr., and 
Michael Jilling. It also indicates that 
FAS 8 did have an impact on the way 
that firms manage foreign exchange. 
Management of foreign exchange 
practices and policies can now be 
reviewed in light of FAS 52.
Summary
The Functional Currency Concept 
(FCC) is changing the measurement 
process of accounting for foreign sub­
sidiary operations in U.S. parent com­
pany consolidated financial state­
ments. Accountants, auditors, and 
financial managers can aid the finan­
cial effectiveness of their companies 
by selecting and using the FCC care­
fully. The FCC can be implemented 
any time between 1981 and 1983 
when it is required by the Financial Ac­
counting Standard No. 52 (FAS 52) 
“Foreign Currency Translation’’ 
issued in December 1981.
FAS 52 allows flexibility in im­
plementing the FCC and related Cur­
rent Rate Method of translation. This 
flexibility is thought to increase rele­
vance as managers can determine the 
most appropriate time to implement 
FAS 52. The result is that companies 
are adopting FAS 52 at different times 
and thereby decreasing the com­
parability of the financial statements. 
For example, ITT is using FAS 52 for 
1981 and restating prior periods, 
whereas duPont is using FAS 8 for 
1981 and will not implement FAS 52 
until 1983. Users of multinational cor­
porate financial statements need to be 
aware of this inconsistency so as to 
compare reported financial results ap­
propriately, if at all. Preparers of 
multinational corporate financial state­
ments need to consider the alterna­
tives in deciding when and how to im­
plement FAS 52.
The major criticism of FAS 52 in 
this paper is not an issue of account­
ing theory but is of practical and actual 
implementation inconsistencies that 
reduce the usefulness of the resulting 
financial statements.
The FCC is changing the focus of 
financial statements to a multinational 
perspective. The U.S. dollar is 
recognized as only one of many ap­
propriate units of measure within the 
GAAP framework. It is hoped that this 
paper is an aid to understanding the 
major new concept (Functional Cur­
rency Concept) introduced by FAS 52 
and that the related issue of flexibility 
versus comparability in implementing 
FAS 52 is clarified via analysis and 
criticism.Ω
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